INTRODUCTION

D
uring the 2000 presidential campaign, then-Governor George W. Bush promised that, if elected, he would cut marginal tax rates, reduce marriage penalties, expand the child tax credit, and eliminate the estate tax. In May 2001, Congress enacted the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA), which contains many elements of the original Bush campaign proposal. This paper provides a brief summary of the key provisions in EGTRRA. It also contains estimates and discussion of EGTRRA's most significant effects on taxpayers.
EGTRRA differs from recent tax legislation in several key regards. First, most of the major provisions in EGTRRA directly or indirectly reduce marginal tax rates. Second, individuals'-not corporations-are the direct beneficiaries of most of the Act's tax cuts. Third, EGTRRA's major provisions are phased in over a longer time period than in previous bills. Finally, the entire Act "sunsets" at the beginning of 2011, meaning that the tax system reverts to prior law on January 1, 2011. A sunset provision was included to avoid a "budget point-of-order" in the Senate, which would have been triggered by the legislation if it lost revenue in the years beyond the budget period (after 2011).
Most of the estimates contained in the paper are derived using the Treasury Department Individual Tax Model (ITM) and are based on "fully phased-in law." The ten-year budget period traditionally is used as a proxy for fully phased-in law. During 2001, the end of the period was 2011. To be consistent with that norm, the estimates of the fully phased-in effects of EGTRRA are done for 2011, notwithstanding the fact that the Act's provisions sunset at the beginning of that year. Projected 2002 income and population levels (rather than 2011 levels) are used to provide estimates that are more easily interpreted, given their similarity to current income and population levels. Not all of the estimates in the paper are done in this manner. In particular, the estimates showing the effects of the alternative minimum tax (AMT) show the effects each year, and are based on actual law and projected income and population levels for each year. Each set of estimates in the paper is accompanied by a brief discussion of the assumptions underlying them.
For a married couple filing a joint return, the beginning and ending of the earned income tax credit (EITC) phase-out range will be increased by $1,000 in 2002, by $2,000 in 2005, and by $3,000 in 2008 (indexed for inflation after 2008). The reduction of the EITC by the amount of a taxpayer 's alternative minimum tax was repealed. The Act also made several other changes to simplify the EITC and improve compliance.
Tax Benefits Relating to Children
Child Tax Credit. The credit was increased from $500 to $600 in 2001, and will increase to $700 in 2005, $800 in 2009, and $1,000 in 2010. The credit was made refundable to the extent of 10 percent (15 percent beginning in 2005) of the taxpayer's earned income in excess of $10,000 (indexed for inflation beginning in 2002). The credit is no longer limited by the alternative minimum tax, and the refundable amount of the child tax credit 1 The Act provided a rate reduction credit-paid to taxpayers as an "advance refund" during 2001-in lieu of the 10 percent rate bracket for 2001. is no longer reduced by the amount of the alternative minimum tax. As under pre-EGTRRA law, the child tax credit is reduced by $50 for each $1,000 of modified adjusted gross income over $75,000 for single individuals or heads of households, $110,000 for married couples filing joint returns, and $55,000 for married individuals filing separate returns.
Child and Dependent Care Tax Credit. Under the Act, beginning in 2003 the maximum amount of eligible employment-related expenses will increase from $2,400 to $3,000 for one qualifying individual and from $4,800 to $6,000 for two or more qualifying individuals. The maximum credit will be increased from 30 percent to 35 percent, and the phase-down of the credit will begin at $15,000 of adjusted gross income (up from $10,000). The credit percentage will be 20 percent for taxpayers with adjusted gross income over $43,000 (currently $28,000).
Employer Child Care Tax Credit. The Act provides employers a tax credit equal to 25 percent of qualified expenses for employee child care and 10 percent of qualified expenses for child care resource and referral services, up to a maximum credit of $150,000 per year.
Adoption Tax Credit and Exclusion. Both the tax credit for adoption expenses and the exclusion for employer-paid or -provided adoption expenses were liberalized beginning for 2002. The exclusion for employer benefits was made permanent, and the credit was made permanent for nonspecial needs adoptions (it was already permanent for special needs adoptions). The maximum amounts of both the credit and the employer exclusion were increased to $10,000 for all types of adoptions (from $6,000 for adoptions of special needs children and $5,000 for other adoptions). The phaseouts for both benefits were increased to between $150,000 and $190,000 of income (previously, they were $75,000-$115,0000), and the adoption tax credit will no longer be reduced or eliminated due to the alternative minimum tax. Beginning in 2003, families adopting children with special needs will be entitled, in the year in which the adoption is finalized, to a $10,000 tax credit and an exclusion of up to $10,000 of employerprovided benefits, regardless of the actual adoption-related expenses of the family.
Education Incentives
Education IRAs. Beginning in 2002, the limit on annual contributions to education IRAs will rise from $500 to $2,000, and elementary and secondary school expenses will qualify to be paid tax-free from such accounts. The phase-out range for a married couple filing a joint return will rise to $190,000-$220,000 of modified adjusted gross income, double the range of single filers.
Exclusion for Employer-Provided Educational Assistance. Beginning in 2002, the exclusion will become permanent and graduate education will qualify.
Student Loan Interest Deduction. The income phase-out range for eligibility for the student loan interest deduction will increase to $100,000-$130,000 for a married couple filing a joint return ($50,000-$65,000 for singles) and will be indexed for inflation, beginning in 2002. The 60-month limitation on deductibility of student loan interest was repealed.
Deduction for Higher Education Expenses.
The Act created a new above-the-line deduction for qualified higher education expenses. The maximum annual deduction will be $3,000 beginning in 2002 and will increase to $4,000 in 2004 for taxpayers with adjusted gross income up to $130,000 on a joint return ($65,000 for singles). Taxpayers with adjusted gross income up to $160,000 on a joint return ($80,000 for singles) may deduct $2,000 beginning in 2004. This provision will sunset in 2006.
Other Education Provisions. The Act also includes other changes relating to education, including provisions affecting prepaid tuition programs, bonds for educational facilities and activities, and treatment of certain awards and scholarships.
IRA Provisions
IRA Contribution Limits. EGTRRA increases the contribution limits for traditional and Roth IRAs to $5,000 by 2008. Thereafter, the contribution limits will be indexed for inflation. Taxpayers over age 50 can also make additional "catch-up" contributions of $1,000 (by 2006).
Low and Moderate Income Savers' Credit.
The Act provides an additional incentive for lower-income taxpayers to save through a nonrefundable credit of up to 50 percent on IRA contributions. This credit is in addition to any deduction or exclusion. The credit is completely phased out by $50,000 for joint filers and $25,000 for single filers. This temporary credit will be in effect from 2002 through 2006.
Defined Contribution Plan Provisions
Employee Elective Contribution Limits. EGTRRA increases the dollar limits on elective contributions by employees for salary reduction type defined contribution plans. The limit on elective tax-deferred contributions to 401(k) and 403(b) plans increases from $10,500 in 2001 to $11,000 in 2002, and increases by $1,000 a year until 2006 when the limit will be $15,000. The limit on elective tax-deferred contributions to 457 plans increases from $8,500 in 2001 to $11,000 in 2002, and increases by $1,000 a year until 2006, when the limit will be $15,000. The limit on elective taxdeferred contributions to SIMPLE plans increases from $6,000 in 2001 to $7,000 in 2002, and increases by $1,000 a year until 2005, when the limit will be $10,000. Thereafter, all elective contribution limits are indexed for inflation and rounded down to the nearest $500.
Participants over the age of 50 are allowed to make additional "catch-up" contributions to all plans. For all plans except SIMPLE plans, the catch up limit is $1,000 for 2002 and increases by $1,000 a year until 2006, when the limit will be $5,000. The catch-up contribution limit to SIMPLE plans is 50 percent of the other plan limits. EGTRRA also allows individuals to recharacterize tax-deferred contributions to 401(k) plans as after-tax contributions, with the resulting distributions given Roth (tax-free) treatment.
Combined Employee and Employer Contribution Limits. EGTRRA increases the percent of pay and dollar limits on combined employer/employee contributions for most types of qualified defined contribution plans. The percent of pay limitation on combined contributions increases from 25 percent of compensation in 2001 to 100 percent by 2006. The dollar limit on combined contributions increases from $35,000 in 2001 to $40,000 in 2002. Thereafter the limit is indexed for inflation and rounded down to the nearest $1,000.
Employee contributions to qualified retirement plans are excluded from employers' 15 percent aggregate deduction limitation for deferrals to qualified plans.
2 The aggregate deduction limitation for profitsharing plans increases from 15 percent to 25 percent of compensation paid.
Contributions subject to Non-Discrimination Limitations. EGTRRA increases the considered compensation limit from $170,000 in 2001 to $200,000 in 2002. Thereafter the limit is indexed for inflation and rounded down to the nearest $5,000. In addition, EGTRRA repeals the multipleuse test with respect to the Actual Deferral Percentage (ADP) and Actual Contribution Percentage (ACP) tests.
Defined Benefit Plan Provisions
Provisions affecting Employee Benefits. EGTRRA increases the maximum benefit dollar limit from $140,000 in 2001 to $160,000 in 2002. The early retirement age is lowered to age 62 and the normal retirement age is lowered to age 65. The benefit dollar limit is reduced for distributions taken before age 62 and increased for distributions starting after age 65.
Provisions affecting Plan Contributions.
EGTRRA repeals the full funding limitation for defined benefit plans. It modifies the aggregation rules and repeals the 100 percent full funding limitation for multiemployer plans.
Estate, Gift and Generation-Skipping Transfer Tax Provisions
Exemptions. In 2002, the amount exempted from tax by the unified credit will increase from $700,000 (current law for 2002) to $1 million. By 2009, the amount exempted by the unified credit will increase to $3.5 million. The generationskipping transfer tax exemption will be similarly increased. 3 The lifetime gift tax exemption, however, will remain at $1 million for all years. Thus, the estate and gift taxes will no longer be as closely unified as under prior law.
Tax Rates. Also beginning in 2002, the top transfer tax rates will be reduced. The 55 percent and 53 percent rates will decrease to 50 percent in 2002, and the 5 percent surtax will be eliminated. 4 The 4 The purpose of the surtax, levied on the amount of taxable estate between $10,000,000 and $17,184,000, was to phase out the benefit of the graduated estate tax rate brackets for larger estates. 5 Other provisions effective during the estate tax phase-out period include technical changes to the GST provisions and an expansion of the conservation easement exclusion, effective in 2001; and an expansion of the tax deferral provision for certain business owners, effective in 2002. The qualified family-owned business Estate Tax and GST Repeal. The estate and GST taxes will be eliminated in 2010. However, the gift tax will be retained, with a lifetime exemption of $1 million and a top marginal tax rate of 35 percent (the highest ordinary income tax rate under EGTRRA). The gift tax is retained to reduce the incentives for income tax avoidance. In the absence of any transfer tax, taxpayers might enter into transactions designed solely to shift taxable income or capital gains to taxpayers in lower tax brackets, thereby avoiding income tax. 6 As under current law, annual gifts of up to $10,000 (indexed) per donee will be exempt from tax, as will be gifts for medical and educational expenses.
Carryover Basis. Under prior law (and under EGTRRA through 2009) , assets transferred at death receive a step-up (or step-down) in basis to the fair market value of the asset as of the decedent's date of death. After repeal of the estate tax, property acquired from a decedent will receive the lesser of fair market value or the decedent's basis. Three types of additions to basis will be allowed so that assets in most estates that are not currently subject to estate tax will not be subject to capital gains tax in the hands of the heirs. First, each estate will receive $1.3 million to be added to the carryover basis of any one or more of the assets held at death. Second, an estate will be allowed additional basis equal to the decedent's unused capital loss and net operating loss carryforwards and built-in capital losses (that is, the decedent's basis less the fair market value on assets where fair market value is less). Third, estates will be allowed an additional $3 million of basis, to be allocated among the assets passing to a surviving spouse. No additions to basis may increase the basis of any asset beyond its fair market value. 7 The additional basis amounts (of $1.3 million for all estates and $3 million for surviving spouses) will be indexed for inflation after 2009.
EGTRRA also extended the current-law exclusion of gain on the sale of a principal residence to heirs. Thus, an heir who sells the decedent's principal residence within 3 years of the decedent's death will be able to use the 2-out-of-5-years rule with respect to the decedent's use of the residence while alive, and claim a capital gain exclusion.
Individual Alternative Minimum Tax
The Act increases the individual alternative minimum tax exemption amount by $2,000 for single taxpayers and $4,000 for married taxpayers filing joint returns for 2001 through 2004. interest (QFOBI) deduction is repealed in 2004. (The QFOBI deduction combined with the unified credit allows taxpayers to shelter up to $1.3 million from tax, up to $675,000 of which can come from the top rate brackets. Once rates are reduced and the unified credit is increased to shelter the first $1.5 million, the new unified credit is worth more than the QFOBI deduction.) 6 After the estate tax is repealed, the definition of a completed gift will be changed to conform to the income tax rules. Under current law through 2009, it is possible for a donor to give away property for income tax purposes, while continuing to own it for transfer tax purposes (and vice versa) . Under the new definition, a transfer in trust will be a completed (and potentially taxable) gift once the donor is no longer taxed on the income of the property. This will further reduce opportunities for income tax avoidance. 7 The executor of the estate may determine how the additional basis will be allocated across the decedent's assets, subject to certain restrictions. For example, basis may not be added to property received by gift within three years of death (other than from a spouse). The definitions of property eligible to receive a step-up in basis provided for in EGTRRA were designed largely to reflect the property that was truly owned by the decedent, to minimize opportunities for abusive income tax avoidance, and to avoid reliance on the complicated definitions perpetuated under prior estate tax law. See Kaufman (2001) for a discussion of additional provisions in effect after repeal of the estate tax.
Sunset
All of the provisions of the Act sunset for taxable years beginning after December 31, 2010. That is, all of the provisions described above are repealed, effective January 1, 2011.
EFFECTS ON TAX LIABILITIES OF INDIVIDUALS AND FAMILIES
As shown in Table 1 , when the major individual income tax provisions in EGTRRA are fully phased-in, 104 million individuals and families will receive an average tax cut of $1,040.
8 Largely due to the provisions that provide marriage penalty relief and more generous child tax benefits, married couples and families with children will generally receive larger income tax cuts than those who are neither married nor have children. Nearly 43 million married couples will receive an average income tax cut of $1,716.
9 Over 38 million filers with child dependents 10 will benefit from an average income tax cut of $1,461. This includes nearly 22 million married filers whose taxes will decline, on average, by $1,948. In contrast, over 66 million filers without children will receive an average tax cut of $798, including 45 million unmarried filers without children whose tax will typically fall by less than $500. 8 The estimates include the effects of the following provisions: creating a new 10 percent individual income tax bracket, reducing individual income tax rates, reducing the marriage penalty, repealing the phaseout of personal exemptions and itemized deductions, increasing the child tax credit and the child and dependent care tax credit, and simplifying the earned income tax credit. The revenue effects of these provisions are estimated using the Treasury Department Individual Tax Model (ITM). In the ITM, the proxies for fully phased-in prior law and EGTRRA use the last year of the 10-year budget period, which is 2011. (This is equivalent to assuming that the EGTRRA provisions do not sunset in 2011). The estimates are based on projected 2002 income and population levels. 9 Only married couples who file joint returns are included in the estimates of married couples. 10 Includes heads of households who waive child dependent exemption to non-custodial parents. 
The analysis is based on the following provisions: creating a new 10 percent individual income tax bracket, reducing individual income tax rates, reducing the marriage penalty, repealing the phaseout of personal exemptions and itemized deductions, increasing the child tax credit and the child and dependent care tax credit, and simplifying the earned income tax credit. The analysis is based on 2011 law (not accounting for the sunset provision in the bill) 2002 income levels. About 4 million taxpayers, including 3 million filers with children, will have their income tax liability completely eliminated by the Act, largely as a consequence of the creation of the new 10 percent rate bracket and the expansion of the child tax credit. Among those whose income tax liabilities will be eliminated by the tax act are over one million separated or unmarried filers with children, 11 whose taxes will fall, on average, by $998.
Over 28 million individuals who file income tax returns will not benefit from EGTRRA's income tax provisions. This includes over 10 million filers with children, who are also ineligible for EGTRRA's expansions of the additional child tax credit (which is refundable) and the EITC. An additional 23 million nonfilers also received no benefit under EGTRRA.
Families with children benefit from the expansion of several child-related tax credits, including the child tax credit, the child and dependent care tax credit, and the adoption tax credit, and from the simplification of the earned income tax credit (EITC). Married couples, regardless of whether they have children, will also benefit from the three marriage penalty relief provisions, including increases in the standard deduction, the 15 percent rate bracket, and the EITC.
Child Tax Credit
Of the child-related tax benefits, the expansion of the child tax credit will have the most pervasive impact on families with children. When fully phased-in, the child tax credit will increase, on average, by $775, and 9 million more families will become eligible for the credit. As a result, 30 million filers, with 49 million children, will receive an average child tax credit of $1,136. This includes over 11 million filers, with 20 million children, who will benefit from the expansion of the refundable child tax credit.
As noted above, over 3 million filers with child dependents will no longer have an income tax liability as a consequence of the tax act. In large part, this is due to the combined effects of the expanded child tax credit and the creation of the 10 percent rate bracket. Under pre-EGTRRA law, a married couple with two children would begin to have a positive income tax liability (after the child tax credit and the EITC) when their income was $29,775. EGTRRA will raise the couple's tax threshold to $35,983. For a head of household with one child dependent, the income tax threshold will increase from $22,533 to $25,112. In both these examples, the family will no longer have a positive income tax liability until their income exceeds roughly 200 percent of poverty.
Marriage Penalties and Bonuses
When fully phased-in, the three marriage penalty relief provisions in EGTRRA will reduce total marriage penalties by $7.3 billion from $38.9 billion to $31.6 billion. Marriage bonuses will increase by roughly the same amount from $33.9 billion to $41.1 billion.
Under pre-EGTRRA law, about 26 million couples incurred a marriage penalty, while nearly 22 million received a marriage bonus and 8 million couples were unaffected. The three marriage penalty provisions in EGTRRA will lower marriage penalties for 11 million couples while eliminating penalties for nearly 5 million. About 21 million couples will still have marriage penalties. Among those who had a marriage bonus under prior law, 12 million will receive a larger marriage bonus. In total, about 25 million couples will have a marriage bonus when 11 Includes individuals who file as single, head of household, married filing separately, or as a qualifying widow. the provisions are fully phased-in (22 million couples who initially had a bonus plus 3 million couples who will shift from penalty status to bonus status). The number of couples for whom the tax code is marriage-neutral will increase by about one million to 9 million.
These estimates, however, do not account for other provisions in EGTRRA that affect married couples' tax liabilities. All other things equal, flattening the tax rate structure reduces marriage penalties. Hence, the rate reductions in EGTRRA should further contribute to marriage penalty relief. As the income tax rates fall, however, more joint filers become subject to the AMT. Because the AMT exemption and income thresholds for joint filers are less than double the exemption and thresholds for single filers, marriage penalties increase as more couples become subject to the AMT. For some taxpayers, the impact of the AMT will offset both the effects of the three marriage penalty provisions and the rate reductions in EGTRRA.
MARGINAL TAX RATE EFFECTS
EGTRRA will substantially reduce marginal tax rates for many taxpayers. Marginal tax rates determine the government's claim on an additional dollar of income. Lower marginal tax rates allow taxpayers to retain a higher fraction of an additional dollar earned, thereby increasing the incentive to work, save, take risks, receive compensation in taxable forms, consume less of tax deductible consumption items, and reallocate portfolios away from tax-exempt or tax-preferred assets. Lower tax rates also reduce the incentives for taxpayers to engage in sheltering or tax avoidance activities, and increase the incentive for taxpayers to comply with the tax system. Table 2 shows the number of filing units (taxpayers) and amount of taxable income in each statutory tax rate bracket, as well as the number of nonfilers and filed returns with a zero marginal effective tax rate, under prior law (rows) and EGTRRA (columns).
Taxpayers and Taxable Income by Statutory Rate Class
12 Because the Act significantly increases the number of taxpayers affected by the AMT after 2004, and AMT taxpayers are subject to a separate but parallel tax rate schedule, taxpayers who pay AMT or who lose tax credits because of the AMT are listed separately.
13
Of the 155.4 million filing units (tax returns) projected for 2002, about 37.9 million filing units (24 percent of all filing units, 37 percent of returns with tax liability) will receive at least some reduction in their statutory tax rate under fully phased-in law. About 34.3 million filing units have a reduction in their regular tax rate. Another 2.5 million filing units who were in the rate brackets higher than 28 percent under prior law become subject to the AMT (or lose credits because of the AMT) under EGTRRA, and, hence, face a lower tax rate. Finally, 1.1 million filing units become unaffected by the AMT and instead face lower regular tax rates because EGTRRA allows the child credit to be claimed regardless of a taxpayer's AMT liability.
Of the 117.5 million filing units with no reduction in their statutory tax rate, about 37.8 million taxpayers are in the 15 percent bracket under both prior law and EGTRRA. Another 26.3 million filing units receive no reduction in their statutory tax rate because they are affected by the AMT (16.2 million filing units who either have AMT liability or lose personal credits under both prior law and EGTRRA, and 10.1 million filing units who become affected 12 Estimates are for "fully phased-in law" at 2002 income levels. 13 A detailed discussion of the effect of the Act on AMT taxpayers is provided in a separate section below. by the AMT under EGTRRA law and face the AMT rate). The 73.5 million filing units (47 percent) who are in or below the 10 percent statutory rate bracket have only 2.6 percent of taxable income. Many of these taxpayers do not even file a tax return (22.5 million nonfilers), or, file a tax return, but have zero or negative tax liability (30.6 million). In contrast, the 0.4 million filing units (0.3 percent) in the new 35 percent statutory rate bracket report 11.5 percent of taxable income.
About 12.7 million filing units will be shifted onto the AMT or become affected by the AMT under EGTRRA. All but 4 percent of the 0.7 million filing units in the 36 percent rate bracket under prior law will be shifted onto the AMT under fully phased in law.
14 Of course, statutory tax rates are an incomplete measure of changes in the marginal rate structure because of the myriad provisions that interact with the statutory tax rate schedule, some of which were repealed or changed by EGTRRA. For example, prior to EGTRRA, the limitation on itemized deductions increased the marginal tax rate of a taxpayer in the 31 percent tax bracket by nearly 1 percentage point, and the phase-out of personal exemptions increased the marginal tax rate of a family of four in the 31 percent tax bracket by 2.9 percentage points. To provide a more all-encompassing assessment of the effects of the Act on marginal tax rates, the next two sections use different approaches to measure changes in effective marginal tax rates.
Impact on Effective Marginal Tax Rates for a Hypothetical Family
The large number of separate changes included in EGTRRA may make it difficult to determine the net impact of the Act on effective marginal tax rates. In order to facilitate an understanding of the net impact on marginal tax rates, this section presents the marginal tax rates under fully phased-in EGTRRA and under prior law for a hypothetical four-person, one-earner family at income levels up to $900,000. For purposes of this illustration, all income is assumed to be from wages and salaries. Taxpayers are assumed to claim either itemized deductions equal to 18 percent of income or, if more advantageous, the applicable standard deduction. Sixty percent of itemized deductions are assumed to be allowable under the AMT. The family does not claim any tax credits other than the child tax credit and the earned income tax credit. The impact on this hypothetical family is illustrative of the impact on other taxpayers, although the details will differ depending on the filing status, family size, sources of income, and the exact composition of tax provisions used by the particular taxpayer. Table 3 summarizes the hypothetical family's effective marginal tax rates, by income level under prior law, under EGTRRA, and the percentage point change due to EGTRRA. The table also indicates the income levels at which the family will be subject to the AMT and, if so, the impact of the AMT on the effective marginal tax rate. Table 4 provides, for the same family, the details of the provisions that affect the marginal tax rate at various income levels. Both the size of the marginal rate impact and which specific provisions have marginal rate impacts change under EGTRRA. In particular, the limitation on itemized deductions and the phaseout of personal exemptions are not applicable under EGTRRA. However, under EGTRRA the partial refundability of the child tax credit has a marginal rate impact, and the phaseout of the child tax credit affects the marginal tax rate under 14 The 4 percent of filing units who remain in the 36 percent bracket under EGTRRA law does not correspond to the percentage calculated from the counts of taxpayers reported in Table 2 because of rounding. The combination of the higher income level for phasing out the EITC, the new 10 percent statutory rate bracket, the increase in the child tax credit, and introduction of its partial refundability produces both increases and decreases in effective marginal tax rates for taxpayers with incomes under about $80,000. Marginal tax rates decline significantly between incomes of about $12,500 to $25,000 and $31,400 to $41,400. They also decline by 11 percentage points from $77,500 to $80,000 because, largely as the result of the higher standard deduction for married taxpayers, the AMT is no longer applicable for such taxpayers under EGTRRA. The interaction of the partial refundability of the child tax credit with other tax provisions produces a 10 percentage point increase in the effective marginal tax rate from AGI of $26,700 to about $31,400. From about $41,400 to about $44,600, the marginal tax rate increases by either 16.06 or 21.06 percentage points; this increase is due to the higher phaseout level for the earned income tax credit.
With only one exception, for all income levels above $79,860, the marginal tax rate either remains unchanged or declines under EGTRRA. The higher effective marginal rate from $110,000 to $149,000 results from the allowance of a deduction for the child tax credit under the AMT. Thus, when the child tax credit is phased out over this income range, the marginal tax rate increases. The "no change" situations are due to applicability of the AMT (which has not changed) under both prior law and under EGTRRA; this covers incomes up to about $175,000. From $375,000 to over $860,000, the effective marginal rate declines because with lower ordinary tax rates under EGTRRA, the taxpayer becomes subject to the AMT with its lower maximum marginal tax rate. Above about $860,000, the decline in the effective marginal tax rate is due to the decrease in the highest ordinary-tax statutory rate from 39.6 percent to 35 percent and the repeal of the limitation on itemized deductions.
Impact on Effective Marginal Tax Rates by Income Source
Effective marginal tax rates by income source are provided in Table 5 to give a more useful measure of the change in the government's claim on an additional dollar earned. The marginal tax rates are calculated as the change in a taxpayer's tax liability from adding $100 to their income and are weighted by the particular income source or deduction.
EGTRRA lowered average effective marginal tax rates for all income sources shown in the Table. The average marginal tax rate on wages fell from 26 percent to 24.4 percent. The largest percentage point reductions in the marginal tax rate for wages will occur for lower-and higherincome taxpayers.
The reduction in the effective marginal tax rate for interest and dividend income is similar to that of wages (note that differences in the effective marginal tax rates among these sources of income are due to different distributions of the income sources within and across the income brackets). The effective marginal tax rate for positive long-term capital gains will fall only slightly from 19.9 percent to 19.1 percent. The differential in rates between capital gains and ordinary income from capital, however, will decrease more significantly. Under prior law, the differential in the rate for dividends and capital gains was 8.9 percentage points. Under EGTRRA, this differential will fall to 7.3 percent. Consequently, taxpayers will have less incentive to rearrange their portfolios in favor of assets that produce capital gains. Corporations also may have more of an incentive to distribute profits.
The reduction in the marginal tax rates on partnership and S corporation income, on average, is greater than on other income sources, reflecting the greater concentration of business income among higher income taxpayers. Partnership and S corporation income is reported on 21.8 million returns, on which the average effective marginal rate will fall from 36.2 percent to 31.3 percent. The average effective marginal rate on itemized deductions will fall more modestly from 21.9 percent to 20.8 percent, reflecting the great concentration of itemized deductions among moderate income taxpayers where the reduction in statutory tax rates was somewhat more modest.
Effects on the Individual Alternative Minimum Tax
The AMT affects or soon will affect many taxpayers, most of whom it was not intended to affect. In 2000, the AMT affected 1 percent of taxpayers and raised $9 billion. Under prior law, between 2000 and 2010, the number of AMT taxpayers was projected to grow 29 percent annually, 15 and AMT liability was projected to grow 17 percent annually.
16 By 2010 the AMT would have affected 16 percent of taxpayers, and AMT liability would have been $45 billion.
EGTRRA contains many provisions that, directly or indirectly, significantly affect the individual AMT. The combined effect of these provisions keeps the number of AMT taxpayers and their AMT liability relatively unchanged from prior law between 2001 and 2004. Beginning in 2005, however, EGTRRA will significantly increase both the number of AMT taxpayers and AMT liability. By 2010, EGTRRA will roughly double the number of AMT taxpayers relative to prior law and almost triple the amount of AMT liability.
Between 2000 and 2010, the number of AMT taxpayers is now projected to increase 38 percent annually and AMT liability 31 percent annually. As shown in Table  6 and Figure 3 , by 2010, the AMT will affect 32 percent of taxpayers, and AMT liability will be $133 billion. For the 2001-2010 period, EGTRRA will more than double total AMT liability, from $240 billion to $565 billion. EGTRRA contains only two provisions that have a significant, direct effect on the AMT: (1) a temporary increase in the AMT exemption from $45,000 to $49,000 for married taxpayers filing joint returns (from $33,750 to $35,750 for singles) in 2001-2004, and (2) a permanent extension of the provision that allows the child credit to be used against regular tax liability regardless of the AMT. Both provisions reduce the effect of the AMT on taxpayers. The expiration of the temporary increase in the AMT exemption at yearend 2004 helps account for the sharp increase in the number of AMT taxpayers and their AMT liability in 2005.
Other EGTRRA provisions affect the AMT only indirectly, but their effects on the AMT are significant. These provisions reduce regular tax liability, thereby increasing the number of AMT taxpayers and their AMT liability. These provisions include lowering regular tax rates, increasing the standard deduction, widening the 15 percent bracket for joint returns, and repealing the personal exemption phase-out and the limitation on itemized deductions. The gradual phase-in of some of these provisions, particularly the lower regular tax rates, helps account for the uneven growth in the number of AMT taxpayers and their AMT liability.
As shown in Table 7 , most taxpayers added to the AMT by EGTRRA will be middle-and higher-income taxpayers. About 93 percent of the taxpayers added to the AMT in 2010 will have AGIs greater than $75,000 and almost 60 percent will have AGIs between $100,000 and $200,000. 17 15 For estimates in this paper, a couple filing a joint return counts as one taxpayer. 16 In this paper, the term "AMT taxpayer" includes taxpayers who do not owe additional tax from the AMT form but who do lose the use of credits (e.g., education credits) because of the AMT. Similarly, the term "AMT liability" includes both additional tax from the AMT and lost credits. 17 To put these 2010 dollar amounts into perspective, $75,000 in 2010 dollars equals $62,000 in 2001 dollars; $100,000 equals $83,000, and $200,000 equals $166,000. By 2010, most higher-income taxpayers will be AMT taxpayers, as shown in Table 8 . The percentage of taxpayers subject to the AMT will be 85 percent for taxpayers with AGIs between $100,000 and $200,000; 98 percent for taxpayers with AGIs between $200,000 and $500,000; 68 percent for taxpayers with AGIs between $500,000 and $1 million; and 29 percent for taxpayers with AGIs greater than $1 million. The percentage of AMT taxpayers drops as AGI increases above $500,000 because the highest regular-tax statutory marginal tax rate of 35 percent (after 2005) is greater than the top AMT statutory marginal rate of 28 percent.
Many taxpayers who were subject to the AMT under prior law will have their benefits from EGTRRA completely offset by the AMT. Between 2001 and 2004, the number of such taxpayers will be small because of the temporary increase in the AMT exemption. Between 2005 and 2010, however, the percentage of prior law AMT taxpayers whose EGTRRA benefits will be completely offset by the AMT ranges between 39 percent and 48 percent, as shown in Table 9 . In 2010, 8.6 million taxpayersalmost half of all AMT taxpayers under prior law-will have their EGTRRA benefits completely offset by the AMT. About 80 percent of the AMT taxpayers under prior law whose EGTRRA benefits will be completely offset by the AMT in 2010 have AGIs above $100,000.
EFFECTS OF THE PENSION AND IRA PROVISIONS
EGTRRA contains over 40 provisions designed to expand participation in, and contributions to, tax-preferred retirement savings programs. In general, EGTRRA relaxes the limits on contributions to IRAs and employer provided retirement plans, increases the limits on benefits provided by defined benefit plans, expands the tax subsidies available to retirement plan participants with low and moderate income, and enhances the portability of assets between different types of retirement plans.
The increase in the IRA contribution limits under EGTRRA 18 primarily will benefit taxpayers already contributing at the prior law limit of $2,000. Most IRA participants are constrained by the pre-EGTRRA contribution limits. In 1998, for example, about two-thirds of the 3.8 million households contributing to deductible IRAs contributed to the limit. About three-quarters of a comparable number of households contributing to Roth IRAs contributed at the maximum.
19 EGTRRA allows these taxpayers to save more of their income as tax-preferred retirement assets.
The new SAVERS credit for lower-and moderate-income taxpayers substantially increases the tax benefit from IRA contributions (or employee contributions to defined contribution plans) for these taxpayers. Table 10 compares the after-tax account accumulation from a $1,000 aftertax contribution to: (1) an IRA with a 50 percent SAVERS credit, (2) an IRA without a 50 percent SAVERS credit, and (3) a taxable account. Accumulations are shown assuming a 5 percent real return for hypothetical taxpayers facing a 10 percent tax rate or a 15 percent tax rate. The SAVERS credit increases the accumulations of the IRA account by 50 percent. The accumulations for an IRA without the SAVERS credit are only somewhat greater than a taxable account, even after 15 years, because the benefits of the deduction or exclusion and tax deferral are relatively small with a 10 percent or even a 15 percent tax rate. Although the SAVERS credit substantially increases account accumulation, it is nonrefundable. Thus taxpayers with little or no tax liability are not eligible for the full credit. In 2002, about 57 million taxpayers are estimated to be eli- gible for the SAVERS credit. The credit would be limited, however, for about 37 million of these taxpayers by their income tax liability with about 26 million taxpayers receiving no credit. Most of the defined contribution plan provisions in EGTRRA increase the maximum amount of compensation that can be deferred by plan participants. With respect to employee elective contributions, the pre-EGTRRA 25 percent-of-pay limitation prohibited participants with wages of less than $42,000 from contributing at the $10,500 elective contribution limit. It also prohibited employers from contributing up to the $35,000 combined limit for participants with wages below $140,000 dollars. Once EGTRRA is fully phasedin, the 100 percent-of-pay limitation will be binding only for participants whose labor earnings are less than the elective deferral dollar limit. In addition, the combined employer/employee dollar limitation of $40,000 will be binding for all individuals with at least $40,000 of labor earnings (see Figure 4) .
Given the increase in the percent-ofpay limitation, the increase in the dollar limitation on elective deferrals increases the maximum elective contribution limit for all participants with more than $10,500 in labor earnings. Once EGTRRA is fully phased in, the dollar limits on elective contributions will be binding for all participants with at least $15,000 in wages ($20,000 for participants over the age of 50). Opting for Roth treatment provides the opportunity to have even larger effective elective contributions. For example, consider a 55 year-old participant in the 25 percent bracket making the maximum elective deductible contribution of $20,000 in 2006. Under Roth treatment, the equivalent deductible contribution would be $26,667.
The possible response to relaxing the percent of pay constraints is difficult to measure. In 1996, only 1 percent of defined contribution plan participants made elective contributions of at least 20 percent of wages, and approximately 4.5 percent had elective contributions of at least 15 per- cent of wages. Whether these individuals were constrained by percent-of-pay limitations depends on the generosity of employer contributions, which are unobserved in the tax data. It is somewhat easier to measure the possible response to increases in the elective dollar limit. In 1996, approximately 5.5 percent of defined contribution plan participants contributed at or above the elective contribution constraint of $9,500.
20 This group of participants may be eligible to increase their elective contributions through two successive provisions: the increase in the elective contribution dollar limit and by undertaking a Roth conversion. For participants over the age of 50 (and regardless of gender) catch-up contributions provide a third mechanism for increasing elective deferrals. Roth conversions can also be attractive to individuals with lower levels of elective (or total) contributions who currently face low or zero effective marginal tax rates. That is, any participant that expects to be in a higher tax bracket in retirement will find that Roth treatment of their defined contribution plan assets will increase retirement assets.
Relaxing the percent-of-pay limitation and increasing the dollar limits can indirectly affect contributions of highlycompensated participants through these provisions' effects on non-discrimination limitations. That is, if these provisions result in increased participation and contributions by non-highly-compensated participants (low-and moderate-wage participants), then highly-compensated participants will be able to increase their deferrals. This happens since the non-discrimination rules limit the percent of compensation a highly-compensated individual can defer to a relative percentage of what non-highly-compensated individuals defer.
The increase in the considered compensation limit and the repeal of the multipleuse test directly affect total allowed contributions by and for highly-compensated participants. The considered compensation limit caps the amount of compensation that can be considered for calculating deferral percentages used in non-discrimination testing. Holding deferrals constant, the increase in the considered compensation limit decreases the calculated contribution percentages of participants with wages of $170,000 or more, and decreases the calculated average percent of compensation deferred by all highly compensated participants. This can result in increased allowed deferrals for highlycompensated participants who may otherwise be constrained by non-discrimination limits. For example, consider an individual with $200,000 in compensation and $20,000 in contributions. Under pre-EGTRRA law, the calculated percent contribution was roughly 11.8 percent ($20,000/$170,000). After EGTRAA, this individual can defer an extra $3,600 of compensation without increasing the calculated deferral percentage.
The multiple use test applies to the de minimus relief rules of the non-discrimination tests for employer plans, the Actual Deferral Percentage (ADP) test and Actual Contribution Percentage (ACP) test. 21 The de minimus relief rule allows highly-compensated participants to increase their average elective and/or employer-matching contribution percentages by not more than 2 percentage points above the respective average contribution percentages of non-highly-compensated employees, provided that the average contribution percentages for the highly-compensated are not more than two times the average percentages of other employees. The multiple-use test prohibited fully us-20 Those contributing above the limit were allowed to do so under existing catch-up contributions provisions available to 403(b) and 457 plan participants. 21 The ADP test applies to employee elective contributions. The ACP test applies to employer matching contributions.
ing the de minimus provision for both the ADP and ACP test. Repealing the multiple-use test can increase the total deferrals (either by increasing elective or matching contributions) for highly-compensated participants without increasing allowable contributions for other participants. Alternatively, both provisions allow plan sponsors to reduce matching contributions of non-highly-compensated participants without reducing the deferrals of highly-compensated participants. A final issue is the effect of sunsetting on the employer plan provisions. Unlike the other provisions in EGTRRA, the increases in contribution limits must be approved by the plan sponsor (the employer in most cases) and amended into the plan document in order for participants to take advantage of the additional tax subsidies. Because the limit increases are temporary in nature, the incentives for plan sponsors to increase contribution limits for plan participants are smaller than if there were no sunsetting of these provisions.
SIMPLIFICATION AND COMPLIANCE EFFECTS
EGTRRA contains a number of important simplification provisions. Reducing rates will decrease incentives to avoid or evade taxes, a significant source of complexity in the income tax system. The Act also gradually repeals the personal exemption phaseout and the limitation on itemized deductions. These provisions increase complexity by requiring taxpayers to read additional instructions and perform separate worksheet calculations. Further, phase-outs, such as the overall limitation on itemized deductions and the personal exemption phase-out, make tax planning difficult for many taxpayers.
Because they may not be able to predict their income for a given year, they cannot anticipate their effective tax rate. By repealing the overall limitation on itemized deductions and the personal exemption phase-out, EGTRRA will simplify tax computations and planning for millions of taxpayers.
In addition, EGTRRA provides limited AMT relief. The child and adoption tax credits will not be limited by the AMT, and refundable credits, such as the child tax credit and the EITC, will no longer be reduced by AMT liabilities. As a result, the millions of taxpayers who qualify for the child tax credit will not be required to complete a worksheet, and possibly the AMT form, simply to determine if they are subject to restrictions on their child credit due to the AMT. By temporarily increasing the AMT exemption amounts, EGTRRA also reduces the number of taxpayers subject to the minimum tax through 2004.
The Act addressed several problems that have been identified in recent EITC compliance studies, which have shown that errors are generally associated with eligibility criteria related to family status. To address such problems, EGTRRA modifies the EITC "AGI tiebreaker" rule, making it easier for parents to claim their own children when they share a home with others.
22 This provision will reduce EITC errors by codifying what many people actually do. In addition, EGTRRA authorizes the IRS to use "mathematical error" procedures to deny an EITC claim during returns processing if the Federal Case Registry of Child Support Orders (a national data base that contains information on custody agreements) indicates that the taxpayer is the child's noncustodial parent, a significant source of EITC errors. EGTRRA also simplifies EITC eligibility 22 Under prior law, if more than one adult in a household can claim the same child for the EITC, only the person with the highest income is allowed to claim the credit. Typically, the "wrong" adult turns out to be the child's parent. Under EGTRRA, low-income parents would be able to claim the EITC for their child, regardless of the income of other members of their household. In addition, the AGI tiebreaker will apply only if more than one taxpayer actually claims the same child for the EITC.
rules by conforming income definitions used to determine eligibility for the credit to those used elsewhere in the tax code.
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The effects of EGTRRA on tax complexity are not all positive, however. As indicated above, the Act intensifies the AMT problem by increasing the number of taxpayers subject to this tax. It also complicates tax planning by repealing all provisions in 2011.
Another source of complexity added by the Act is the number of additional decisions and computations that taxpayers will need to make as they attempt to minimize their income tax liability. Low-and moderate-income taxpayers with three or more children are given a choice of two formulas to use when computing the refundable portion of the child tax credit. (One of these formulas, a provision of prior law, is particularly burdensome, requiring them to take the difference between their EITC and the sum of their post-credit income tax liability and payroll tax contributions.) Taxpayers who are fortunate to qualify for education and retirement tax benefits also may be bewildered at the array of subsidies among which to choose.
EFFECTS OF THE ESTATE, GIFT AND GENERATION-SKIPPING TRANSFER TAX PROVISIONS Effects on Tax Liabilities
In 2002, the amount that a taxpayer can pass tax-free to his or her heirs will increase from $700,000 (prior law for 2002) to $1 million. This will eliminate all tax liability for about 40 percent of taxable estates (about 20,000 estates). When the estate tax is entirely repealed in 2010, over 50,000 estates that would be taxable under prior law will no longer face a federal estate tax liability. Many more individuals who were not subject to estate tax (because of large deductions, or because they have gross assets near but below the filing requirement) will benefit because they will no longer need to file estate tax returns or engage in estate planning conducted solely to avoid the estate tax.
Some heirs who receive assets that would have been subject to estate tax under prior law will instead be subject to capital gains tax when they sell the assets. Because the amount of additional basis was set equal to the maximum effective estate tax exemption available under prior law, it is highly unlikely that any taxpayers who are not subject to estate tax under prior law will be subject to capital gains tax after the estate tax is repealed.
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While the maximum estate tax exemption under prior law was $1.3 million, the exemption will rise to $3.5 million just prior to repeal of the tax. Therefore it is likely that some heirs who inherit assets that would not be subject to estate tax in 2009 will be subject to capital gains tax on the same property if it is inherited in 2010. If 60 percent of a decedent's assets is subject to capital gains tax, and if the decedent's basis is 25 percent of the value of the assets, then additional basis of $1.3 23 For purposes of computing the EITC, non-taxable earned income, such as 401(k) contributions, will no longer be included in earned income. In addition, EITC claimants will no longer be required to subtract a portion of their losses and add certain other income items to adjusted gross income. Under prior law, the losses disregarded were: net capital losses (up to $3,000); net losses from estates and trusts; net losses from non-business rents and royalties; and 75 percent of the net losses from businesses, computed separately with respect to sole proprietorships (other than farming), farming sole proprietorships, and other businesses. The amounts added to adjusted gross income were: tax-exempt interest and nontaxable distributions from pensions, annuities, and individual retirement plans (but not nontaxable rollover distributions or trustee-to-trustee transfers). 24 It is possible that some surviving spouses will pay more capital gains tax than they would pay under the estate tax. Under prior law (and EGTRRA through 2009), property passing to the surviving spouse is entirely deductible in computing the first spouse's taxable estate. Under modified carryover basis, property passing to a surviving spouse is allowed an additional $3 million in basis (plus the $1.3 million in basis allocable to property passing to any heir). A surviving spouse will be subject to capital gains tax if she sells inherited million shelters an estate worth about $2.9 million. 25 Therefore, an estate with these fractions of capital assets and basis worth between $2.9 million and $3.5 million would not be subject to estate tax in 2009, but would be subject to capital gains tax if the assets were inherited (by anyone other than the spouse) and sold in 2010. However, even heirs who will pay more in capital gains tax than they would in estate tax are likely to be better off under the new regime, because the capital gains tax will not be due until the assets are sold by the heir, perhaps many years after they are inherited.
Marginal Tax Rate Effects
The effect of the estate tax rate reductions during the estate tax phase-out period is complicated by the reduction and then elimination of the state death tax credit. Under prior law, the maximum allowable state death tax credit is determined by a graduated rate schedule, with marginal credit rates ranging from 0.8 to 16 percent of adjusted taxable estate.
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By levying an estate tax that is exactly equal to the maximum federal state death tax credit, a state can share in the estate tax revenue without increasing the estate's overall tax burden. Most states therefore levy a "pick-up tax" equal to the maximum credit, and no other estate or inheritance taxes. After application of the unified credit and maximum state death tax credit, the federal estate tax rate for 2002 under prior law would have ranged from 32.2 percent to as high as 46.2 percent. 27 For taxpayers in states that levy only a pick-up tax, the reduction in the state death tax credit will have no effect on combined federal and state estate tax liabilities. However, the credit reduction will shift revenue from the states to the federal government. 28 In some cases, the reduction in the state death tax credit will raise more federal revenue than the reduction in the federal tax rate will lose.
property that could not be stepped up to fair market value through the allocation of $4.3 million of basis at the time of her deceased spouse's death. However, a husband and wife together are still very likely to be better off under modified carryover basis, because neither of their estates will be subject to estate tax. Under the estate tax, property received by the surviving spouse is subject to tax upon her death, unless she consumes it (or gives it away using annual exclusion gifts).
It is also possible that estates with large amounts of debt could be worse off after estate tax repeal. Under current law, debts are deductible in computing the taxable estate. For example, an estate consisting of assets worth $2 million and debt of $1.5 million would not be subject to any estate tax, and the assets would be stepped up to $2 million. Under the proposal, after repeal of the estate tax, assets not passing to a spouse would receive an additional $1.3 million in basis. If the decedent had a zero basis in the property, the heirs would be subject to capital gains tax on up to $700,000 worth of appreciation upon the sale of the property. 25 On average, real estate, corporate stock, partnerships, other non-corporate business assets, depletable and intangible assets and artwork account for about 60 percent of total gross estate. These calculations ignore deductions (such as for debt or state taxes). 26 Adjusted taxable estate is taxable estate less $60,000. 27 The maximum state death tax credit increases faster than the statutory estate tax rate, and the credit rate continues to increase after the top tax rate of 55 percent is reached. Therefore the net federal rate does not always increase with the size of the estate. For example, the net marginal rate applied to estates worth $700,000 to $750,000 is 32.2 percent, the net marginal rates on estates of $3,000,000 to $3,100,000 is 46.2 percent, and the net rate applicable to estates worth more than $17,184,000 is 39 percent. 28 For example, consider a taxable estate of $5 million. Under prior law for 2002, the estate tax liability after the unified credit but before other credits would be $2,161,000 and the maximum state tax credit would be $391,600.
Assuming that the taxpayer lives in a state with a pick-up tax and no other state death taxes (and assuming no other credits), the total liability for the estate would be $2,161,000, $391,600 of which would be paid to the state and $1,769,400 of which would be paid to the federal treasury. Under the new law for 2002, the estate tax before credits will be $1,930,000 and the maximum credit for state death taxes will be $293,700. Again assuming that the taxpayer lives in a state with a pick-up tax only, $293,700 will be paid to the state and $1,636,300 will be paid to the federal fisc. Thus, the state will incur a 25 percent reduction in revenue from a $5 million estate in 2002, whereas the federal government will incur a 7.5 percent loss.
Such changes in the state death tax credit will have no effect on the marginal tax rate faced by the taxpayer. However, in response to the reduction and eventual elimination of the credit and the resulting loss in state pick-up tax revenues, some states might change their death tax laws. This would increase total marginal tax rates, and might result in tax competition between the states and the movement of elderly, wealthy taxpayers to states with favorable regimes. Other states might choose to make up the revenue by increases in income, property or sales taxes.
Simplification and Compliance Effects
In discussing the estate tax provisions, it is useful to distinguish the complexity created by the transition from an estate tax regime to a carryover basis regime from the increase or decrease in complexity brought about by the new regime itself. During the transition period, taxpayers might find it advantageous to revise their estate plans, first to account for increases in the unified credit and other changes occurring between 2001 and 2009, and then to account for the switch to the new carryover basis regime (see, for example, Kaufman, 2001, and Blattmachr and Detzel, 2001) . The tax minimization strategies that are optimal under the limited carryover basis regime will be different from those that were optimal under the estate tax regime, creating new opportunities for tax avoidance and inducing changes in estate plans.
There also is some complexity caused by the length of the phase-out period. Some taxpayers will need to rewrite their wills more than once, or draft estate plans that are sufficiently flexible to account for annual changes, particularly in the unified credit. In addition, uncertainty about whether the repeal of the estate tax will be allowed to take effect in 2010 (or will be undone by the sunset provision in 2011)
will make planning more difficult for many taxpayers. On the other hand, some phase-out period is useful, because it will allow taxpayers, practitioners, the Internal Revenue Service, Treasury, and the Congress time to prepare for the new carryover basis regime.
Once the transition is completed, it is not clear that the new law will be more or less complicated for taxpayers and tax administrators than the old estate and generation-skipping transfer tax regime. Unlike capital gains taxes levied when an owner chooses to sell an asset, an estate tax that must be paid even if assets are not sold can create serious liquidity problems. These problems were addressed with special tax benefits for farm and business owners, such as the qualified family owned business deduction, special use valuation, and estate tax deferral. The elimination of these special benefits in exchange for the repeal of estate taxes for all taxpayers reduces complexity in the tax code.
On the other hand, the carryover basis regime will introduce new complexity. Under both prior law and EGTRRA, all taxpayers should keep track of basis for assets they own, in order to comply with the income tax laws in the event of a sale. However, the new law will require one party (the heir, or more precisely, the executor) to know the basis in the hands of another party (the decedent). In order to administer the new provisions, EGTRRA will require the executors of estates with non-cash assets worth more than $1.3 million to report both the decedent's basis and the fair market value of the assets at the date of death to the Internal Revenue Service and to heirs. Thus, valuation and reporting requirements still will impose a burden for executors of large estates. (Heirs of smaller estates, with assets clearly worth less than $1.3 million, will need to know only the fair market value of the assets on the date of transfer, as under current law.)
The gift tax, with all of its current reporting requirements, is retained. However, the incentive to make taxable gifts during life is reduced under the new law. Therefore the gift tax provisions are expected to affect fewer taxpayers under the new law.
EGTRRA, of course, will not lead to the end of estate planning. While some estate planning is tax motivated, other planning is designed to control the disposition of estates among heirs. This planning would be done, and costs of planning incurred, even in the absence of any estate tax or carryover basis regime.
CONCLUSION
The Economic Growth and Tax Relief Reconciliation Act of 2001 made major changes in the U.S. tax structure. The Act reduces tax liabilities and marginal tax rates for many taxpayers. It provides significant tax relief for married couples and families with children. It also repeals the estate tax. An indirect effect of the Act is that it makes more taxpayers subject to the individual alternative minimum tax over the next decade, turning it into a larger issue looming on the horizon. This paper has provided a brief summary of the changes to the tax structure implemented in the Act as well as estimates and discussion of its most significant effects on taxpayers, providing a basis for informed discussion of the Act itself as well as future changes to the tax system.
